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EXPOSURE DRAFT
PROPOSED STATEMENT ON AUDITING
STANDARDS: AUDITOR'S REPORT WHEN
THERE ARE CONTINGENCIES
OCTOBER 31, 1977

Issued by the Auditing Standards Executive Committee of the
American Institute of Certified Public Accountants
For Comment From Persons Interested in Auditing and Reporting

Comments should be received by January 3 1 , 1978, and addressed to
Auditing Standards Division, File Ref. No. 2360
AICPA, 1211 Avenue of the Americas, New York, N.Y. 10036

A I C P A

American Institute of Certified Public Accountants
1211 Avenue of the Americas, New York, New York 10036

(212) .575-6200

October 31, 1977

To Practice Offices of CPA Firms; Members
of Council; Technical Committee Chairmen;
State Society and Chapter Presidents,
Directors and Committee Chairmen; Organizations
Concerned With Regulatory, Supervisory, or
Other Public Disclosure of Financial Activities;
Persons Who Have Requested Copies:

An exposure draft of a proposed Statement on Auditing Standards on
"Auditor's Report When There Are Contingencies" accompanies this letter.
The proposed Statement applies to an auditor's report issued in connection
with examinations of financial statements prepared in conformity with
generally accepted accounting principles, although it may also apply
to an auditor's report on financial statements prepared on a comprehensive
basis of accounting other than generally accepted accounting principles.
It describes the auditor's reporting considerations when there are contingencies
that may have a material effect on the financial statements being examined.
The proposed Statement notes that generally accepted accounting principles
have been established for accounting for contingencies, that FASB Statement
No. 16 provides that the financial statements being examined will not be
subsequently restated to reflect the ultimate resolution of a contingency,
and that the disclosure of contingencies required by FASB Statement No. 5
should serve adequately to inform the users of financial statements. In this
connection, the proposed Statement provides guidance to the auditor in
evaluating the adequacy of informative disclosures Involving contingencies.
In developing these proposals due consideration was given to the tentative
conclusions of the Commission on Auditors' Responsibilities.
The proposed Statement provides that the auditor would not modify his opinion
because of a contingency if he concludes that the accounting and financial
reporting for that contingency is in conformity with generally accepted
accounting principles; however, he would not be precluded from declining to
express an opinion on financial statements because of the possible effect
of a contingency on the going concern assumption. If the auditor concludes
that an accrual for or disclosure of a contingency is not in conformity with
generally accepted accounting principles, he would express a qualified
opinion or an adverse opinion because of the departure from generally
accepted accounting principles.
Comments and suggestions on any aspect of the enclosed draft are sought and
will be appreciated. They should be addressed to the Auditing Standards

Division, File Ref. No. 2360, at the AICPA in time to be received by
January 31, 1978. The Auditing Standards Executive Committee will be
particularly interested in the underlying reasoning.
Written comments on the exposure draft will become part of the public record
of the Auditing Standards Division and will be available for public inspection
at the offices of the American Institute of Certified Public Accountants
on and after February 7, 1978.
Auditors should be aware that Statements on Auditing Standards are not
effective until their issuance and, in some cases, are made effective as of
a subsequent date.
Sincerely,

Philip B. Chenok, Chairman
Auditing Standards Executive Committee

Thomas P. Kelley, Director
Auditing Standards Division

AUDITOR'S REPORT WHEN THERE ARE CONTINGENCIES
(Supersedes Statement on Auditing Standards No. 1, section 630.29,
Statement on Auditing Standards No. 2, paragraphs 9f, 21-26, 29c and 39, and
Statement on Auditing Standards No. 17, paragraph 16)1

1. This Statement applies to
auditors' reports issued in connection with examinations of financial
statements prepared in conformity
with generally accepted accounting
principles. 2 Its purpose is to describe the auditor's reporting considerations when there are contingencies3 that may have a material
effect on the financial statements
being examined.

Accounting Considerations

2. Generally accepted accounting principles have been estab1

If adopted, this Statement would also
require:
a. Revision to the example of an auditor's opinion contained in SAS No.
1, section 630.51.
b. Deletion of the phrase "subject to"
in the first sentence of SAS No. 2,
paragraph 29.
c. Revision of SAS No. 13, paragraph
7, to eliminate reference to an uncertainty qualification.
d. Revision of SAS No. 15, paragraphs
5-12, to eliminate references to the
"subject t o " opinion.
2
The provisions of this Statement may
also apply to examinations of financial
statements prepared on a comprehensive
basis of accounting other than generally
accepted accounting principles (see SAS
No. 14).
3
The term contingencies as used in this
Statement refers to loss contingencies.
The auditor should be satisfied that gain
contingencies are adequately disclosed
(see FASB Statement No. 5, paragraph
17).

lished for accounting and financial
reporting for contingencies. Statement of Financial Accounting
Standards No. 5, "Accounting for
Contingencies," defines a contingency as "an existing condition,
situation, or set of circumstances
involving uncertainty as to possible . . . loss . . . to an enterprise
that will ultimately be resolved
when one or more future events
occur or fail to occur." That Statement prescribes criteria for determining whether a contingency
should be accrued for, disclosed in
the notes to the financial statements, or neither accrued for nor
disclosed. FASB Statement No.
16, "Prior Period Adjustments," requires that subsequent charges or
credits resulting from the resolution of contingencies be included
in the determination of net income
for the period in which the contingency is resolved; thus, the
financial statements being examined will not be subsequently
restated to reflect the ultimate
resolution of a contingency.4

3. The fairness of presentation

4. The disclosures required by
FASB Statement No. 5 for each
material contingency include a description of the nature of the contingency and an estimate of the
possible loss or range of loss or a
statement that such an estimate
cannot be made. Whether the accrual for or disclosure of a contingency in a specific instance is in
conformity with generally accepted
accounting principles, as set forth
in FASB Statement No. 5, is a matter of the auditor's professional
judgment. The auditor should
evaluate the principal assumptions
underlying management's estimates
and consider whether the disclosures adequately inform the reader
of the nature of the contingency
and of management's estimates of
the outcome and effects of the contingency.

See paragraph 11b of FASB Statement
No. 16 for a description of the one matter whose resolution is accounted for as
a prior period adjustment.

5. The auditor should be satisfied that information is presented
to readers of the financial statements in a manner that facilitates

Adequacy of Informative
Disclosure

4

of financial statements in conformity with generally accepted accounting principles comprehends
the adequacy of informative disclosure involving material matters.
In evaluating the adequacy of such
disclosures, the auditor considers
the form, arrangement, and content
of the financial statements with
their appended notes, the terminology used, and the amount of detail given.

5
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6

understanding and avoids erroneous implications. The headings,
captions, and amounts should be
supplemented by enough additional data so that their meaning is
clear but not by so much information that important matters are obscured by unimportant details. To
permit readers to assess the impact
of contingencies on the financial
statements, such disclosures should
ordinarily be presented in a single
note. The note need not duplicate
details presented elsewhere as part
of the financial statements; accordingly, the disclosure of contingencies may refer to related details
presented elsewhere as part of the
financial statements.

DRAFT

ciples, he would not modify his
opinion because of the contingency.
8. Similarly, the auditor would
not modify his opinion because of
a contingency when he concurs
with management's determination
that it is not necessary either to
accrue for or to disclose the contingency.

Contingencies That May
Affect the Going
Concern Assumption

6. If management determines
that a contingency meets the criteria for accrual set forth in FASB
Statement No. 5, the auditor should
evaluate management's application
of those criteria. If the auditor
concludes that the accrual and any
related disclosures are in conformity with generally accepted accounting principles, he would not
modify his opinion because of the
contingency.

9. In the absence of evidence to
the contrary, financial statements
are prepared on the assumption
that the entity will realize assets
and liquidate liabilities in the
normal course of business. This is
commonly referred to as the "going concern assumption." During
his examination, the auditor may
become aware of conditions that
could cast doubt on the validity of
the going concern assumption.
These conditions include recurring
operating losses, serious deficiencies in working capital, inability to
obtain financing sufficient for continued operations, and the inability
to comply with terms of existing
loan agreements.

7. If management determines
that a contingency meets the criteria for disclosure set forth in
FASB Statement No. 5, but not the
criteria for accrual, the auditor
should evaluate management's application of those criteria. The
auditor
should
also consider
whether the financial statements
adequately disclose the contingency (see paragraphs 3-5). If the
auditor concurs with management's
determination that it is not necessary to accrue for the contingency
and believes that disclosure of the
contingency is in conformity with
generally accepted accounting prin-

10. The possible effect of conditions that could cast doubt on
the going concern assumption
should be evaluated by applying
the criteria of FASB Statement No.
5, as indicated in paragraphs 6-8
of this Statement. In this regard,
the auditor is concerned with the
recoverability and classification of
recorded asset amounts and with
the amounts 6 and classification of
liabilities.7 For example, if it is
probable that the entity will not
continue its normal course of business and any impairment of the
value of its assets can be reasonably estimated, appropriate adjust-

5

6

Reporting Considerations 5

The Committee believes that the disclosure of contingencies required by FASB
Statement No. 5 should serve adequately
to inform the users of financial statements. However, this SAS does not preclude the auditor from emphasizing a
contingency in a separate paragraph of
his report (see SAS No. 2, paragraph
27).

7

See Note 3.
The complexity and uncertainty of economic activity may make it difficult or,
in some situations, impossible to identify
all of the economic risks that may affect
the recoverability and classification of
an entity's recorded assets and the
amounts and classifications of its liabilities.

ments and related disclosures
would be required. Similarly, if it
is reasonably possible that the entity will not continue its normal
course of business, disclosure of the
nature of the contingency and the
possible effects, if any, on the entity
would be required.
11. When the auditor concludes
that disclosure is required of contingencies that may affect the going concern assumption, his evaluation of the adequacy of informative disclosure should include consideration of the criteria "discussed
in paragraphs 3-5. He should also
consider whether the relationship
among factors involved is adequately disclosed and whether
their implications for the company's
ability to continue its normal
course of business is adequately explained. Information related to
the effects of the resolution of the
contingency may require supplemental presentation of estimates of
liquidation value if the amounts
are materially different from those
in the financial statements and if
such amounts can be reasonably
estimated.

Modification of the
Auditor's Report 8

12. If the auditor concludes that
an accrual for or disclosure of a
contingency is not in conformity
with generally accepted accounting principles, he should express
a qualified opinion or an adverse
opinion because of the departure
from generally accepted accounting principles (see SAS No. 2, paragraphs 15-17). For example, if the
auditor concludes that the disclosure of contingencies that cast
doubt on the validity of the going
8

Nothing in this Statement is intended to
preclude an auditor from declining to
express an opinion on financial statements because of the possible effect of a
contingency on the going concern assumption. If he disclaims an opinion,
the contingency and its possible effect
on the financial statements should be
disclosed in the financial statements, and
the auditor's report should give all the
substantive reasons for his disclaimer of
opinion (see SAS No. 2, paragraph 4 5 ) .
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concern assumption is not adequate, his report might b e modified
as follows:
(separate paragraph)
In our opinion, the accompanying financial statements should
include disclosure of the following contingencies that cast doubt
on the ability of the Company to

DRAFT

realize its assets and liquidate its
liabilities in the normal course of
business. . . .
(opinion paragraph)
In our opinion, except for the
omission of the disclosure described in the preceding paragraph, the accompanying financial statements. . . .

7
13. Absence of a comment in the
auditor's report concerning t h e possibility that the entity will not continue its normal course of business
does not constitute assurance that
the business will continue as a going concern.

